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Tax Option Corporations
By: Patricia A. Perry, P. A.
Rogers, McCredie & Perry
Portland, Oregon
above mentioned forms are to be considered
as one stockholder. Bear in mind, however,
that it applies strictly to spouses and that any
one else holding shares as joint-tenants would
be considered as separate stockholders.
There have been some areas of stock owner
ship which have had to be qualified by rulings
and proposed regulations, particularly in the
area of custodians, agents and so forth, and
also some areas of ownership which are still
to be clarified by further regulations.
In many closely held family corporations
where there has been wise counselling in
regard to estate tax planning, it is quite pos
sible that because of distributions of stock
among children and grandchildren, close
corporations have probably eliminated the pos
sibility of becoming Subchapter S Corpora
tions. While it is permissible to repurchase
this stock in order to qualify, it may not al
ways be prudent to do so.
Two more limitations which are very re
strictive are that no Subchapter S Corporation
may have as a shareholder a person, other
than an estate, who is not an individual, nor
may they have as a shareholder a non-resident
alien.
Many small family businesses frequently find
it advantageous to use related corporations
and partnerships, but this would mean dis
qualification.
In recent years the use of trusts has become,
for various reasons, very common. This prac
tice will eliminate many small businesses from
qualifying. This disqualification is very com
plete and includes testamentary trusts, inter
vivos trusts and even those trusts such as vot
ing trusts which are mere conduits and strictly
for tax purposes.
It appears that the only trust which would
not disqualify a corporation is one set up
under the provision of the Uniform Gifts for
Minors Act.
One more very severe restriction is that no
electing corporation may have more than one
class of stock outstanding. Here again, al
though it is permissable to recapitalize the
corporation in order to qualify, it might very
possibly undo the well planned estate program
in which there are several classes of common
stock as well as preferred stock.
As the courts are still having a difficulty in
defining the line where indebtedness and
stock cross, Subchapter S states that a corpora
tion will be considered to have more than one

One of the most controversial tax pro
visions of recent years was the enactment, a
little over two years ago, of Subchapter S,
consisting of Sections 1371 to 1376 of the
Internal Revenue Code of 1954. The actual
title of this Subchapter is “Election of Certain
Small Business Corporations as to Taxable
Status.”
There have been many papers and articles
written, as well as many talks prepared, on
this provision with equally as many reactions,
from, “it deserves consideration” or “it may
prove the greatest tax boon since the marital
deduction” to “it is a gimmick” or “it should
be repealed.”
However, with all the pros and cons, it
is obvious that there are many who approve.
During the first year of enactment there were
over 60,000 elections filed under Subchapter
S.
The purpose of this Subchapter was to per
mit business to choose whatever form of
business organization it desired without having
to take into account the major differences in
tax consequences. Specifically, it would permit
small businesses to be organized as corpora
tions, enabling them to have the usual ad
vantages of corporate organizations such as
limited liability, ease in transferring interest,
continuity after death, etc. and still not be
subject to double taxation both at corporation
and stockholders levels.
There are certain qualifications which must
be strictly adhered to if a corporation desires
to elect under Subchapter S. For instance:
To qualify as a small business corporation,
the company must be a domestic corporation,
created or organized in the United States or
under the laws of a state or territory. Even
if a foreign corporation is engaged in business
primarily in the United States it is excluded.
One of the major limitations which restrict
this Subchapter S to small businesses is that the
corporation may have no more than 10 stock
holders. There was a considerable amount of
confusion about this restriction at first, specifi
cally where family corporations were involved.
Originally it was construed to mean that a
husband and wife who held stock as cotenants, tenants by the entirety or as joint
tenants were considered as separate share
holders. This was felt to be much more severe
than was actually intended so Subsection (c)
was added in December of 1959, stipulating
that spouses who hold shares in any of the
3

class of stock unless all its shares are “identical
with respect to the rights and interest which
they convey in the control, profits, and assets
of the corporation.”
These are the main limitations for qualifica
tion as a Subchapter S corporation but there
are still some mechanics which must be fol
lowed, such as election.
Generally speaking the corporation must
file an election either during the first month
of the taxable year or during the month pre
ceeding the first month. This is specifically
stated and absolutely cannot be extended.
In addition to the corporate election, con
sents must also be filed by each and every
shareholder.
An election once filed is effective for the
entire taxable year and all succeeding years
unless terminated.
After a corporation has met all the required
qualifications and has duly filed its election
along with the other formalities, it may still be
on a very shaky foundation as the election
can be terminated deliberately or accidentally
by any number of events, some of which will
be discussed a little later. However, if the
principal purpose is to stay in the category
of a Subchapter S. Corporation, great im
portance should be given to the steps that
are necessary to stay there. As an example,
the wills of the stockholders should have a
provision whereby the executors are instructed
to file a consent within the allocated time (30
days). Another example is that the corporation
and stockholders have an agreement incor
porated in their charter and/or by-laws, strictly
preventing the transference of stock under
circumstances which would cause the election
to become terminated.
As the reason for this Subchapter S was to
alleviate the small business from double
taxation, let us see how taxation of share
holders of a Subchapter S Corporation (during
the election) is handled.
Generally the net income of a Subchapter
S Corporation is taxable to all the shareholders
as though all of the net income had been
actually distributed during the year.
That portion of the net income which is
actually distributed as cash dividends is tax
able to the stockholders at the date of dis
tribution. The remainder of the net income,
commonly referred to as “undistributed net
income” is also taxed to the stockholder as if
an additional cash dividend equal thereto had
been distributed to stockholders on the last
day of the corporation’s taxable year.
If the corporation has an excess of net long
term capital gains over net short-terms capital
losses, this excess is also passed through to the
stockholder as a long term capital gain pro
4

viding the amount of undistributed net income
which is taxed to the shareholder increases
the basis of his stock by a like amount. This
increase also takes place at the end of the
corporation’s taxable year.
Generally speaking, the operating losses of
a corporation are treated by the stockholder
as a loss attributable to a business. Net long
term or short-term losses are not deductible
as ordinary losses but carried over as short
term capital losses for a period of five years.
There is a provision in the Subchapter which
provides that the losses deductible by any
shareholder shall be limited to an amount
equal to the basis of his stock together with
the indebtedness of the corporation to the
stockholder. This fundamentally is the basic
difference between the Subchapter S and a
partnership. Because of this limitation it may
seem to a stockholder that it would be feasible
for him to loan money to the corporation, to
enable him to deduct the loss. In some cases
where a corporation is operating at a loss they
are actually in need of operating capital and
there would be no problems involved. How
ever, if there was actually no need for operating
capital and the money were repaid in a fairly
short time, it would become very clear that the
intent was purely an income tax dodge. It is
rather needless to say that in any case there
should be a promissory note issued so that in
the event of a gain upon repayment there will
be no question as to the fact it is a capital gain.
The Code specifically lays down rules con
cerning the allocation of losses between the
stock and the indebtedness of the corporation
to the shareholder. It is provided that losses
will first be applied to reduce the basis of
his stock and the balance to reduce his in
debtedness. Even if the indebtedness has been
reduced by losses the undistributed income
cannot be used to increase the basis of this
indebtedness but only, as stated before, to
increase the basis of the stock.
There are two problems which have been
around so long that they are like old friends
but which will be very highly scrutinized in
Subchapter S corporations. These are the
problems of excessive compensation and un
allowable entertainment and personal expenses
paid by a corporation.
Under ordinary circumstances only the
amount of compensation paid to stockholders
is involved, but under this Subchapter com
pensation paid to anyone bearing a close rela
tionship with the stockholder will be care
fully scrutinized and excessive compensation
will be considered as a dividend.
In one specific case the Internal Revenue
Service ruled that where salaries were paid
to a stockholder's wife and son when they

actually performed no service to the corpora
tion the amount was considered and taxed as
dividends to the stockholder.
If these excessive salaries are treated as
dividends then the tax results would be funda
mentally the same except for the effect it
might have on deductions for qualified pen
sions, profit sharing funds, or charitable con
tributions.
However, if these excessive earnings are
not treated as a cash dividend quite a different
situation arises. The undistributed income
would then ultimately be increased and all
the other stockholders would have to pay tax
on the money received by just one of them.
Furthermore, the employee who received the
excessive compensation would be taxed on
it also, so we are right back to the double
taxation we were trying to avoid in the first
place.
As we all know, the Internal Revenue
Service is highly interested, particularly in a
closely held corporation, in the amount spent
by officers of a corporation for entertainment
expenses. Here again, if it is proved that there
were personal expenses paid, we could easily
be back to the excessive compensation problem
again.
There are a considerable number of other
problems which arise regarding these Sub
chapter S Corporations, such as dividends in
kind, dividends declared in cash and paid in
kind and when the accumulated profits and
earnings of a corporation are less than a dis
tribution in kind this distribution is considered
to have been paid in part out of current year
earnings and in part in a return of capital.
Needless to say, this is too involved to even
attempt to touch upon at this time except to
say that very fortunately for accountants, all
cash dividends paid are considered to be paid
in their entirety out of current earnings, pro
viding, of course, there are enough current
earnings. If not, we go back to the allocation
problem.
There are some possible advantages to the
use of Subchapter S corporations. The Senate
Committee felt that “permitting stockholders
to report their proportionate share of the
corporate income in lieu of a corporation tax
would be a substantial aid to small business.”
This applies both to the low-bracket and highbracket individual taxpayer.
Bear in mind, however, that this whole
situation is based upon the premise that a
corporation is not in a position to retain its
earnings and still avoid the accumulated earn
ings tax. If this should be the case, then there
would be no inducement to make the elec
tion.
For the low-bracket individual taxpayer

under the situation where a corporation cannot
retain its earnings, the greatest tax saving is
evident.
As a very brief example, if a taxpayer’s out
side income was only enough to offset his
deductions and personal exemptions, but his
share of the corporate earnings was $50,000.00,
his tax under the election would be $26,820.00
while the combined corporate and individual
tax would be $32,230.00. This results in an
after tax saving of 30.45% or $5,410.00.
There are a number of special situations
which make the Subchapter S Corporation
advantageous. One of these is the prospect of
corporate net operating losses. Section 1374
of the Code not only permits the stockholder
to deduct these losses directly against other
income but also permits a carry-back (to 1958
only) and a carry-forward of an excess deduc
tion as a net operating loss from the conduct
of a trade or business.
In this regard however, is the ever present
problem of conflict among the stockholders.
In the case of one or two stockholders who
have a considerable amount of outside taxable
income, this could amount to a tax saving of as
high as 91%. However it is quite possible that
the other eight or nine stockholders do not
have any outside income, therefore this loss
would mean nothing at all and they would,
needless to say, prefer to see the corporation
retain the loss and use it as a corporate carry
back or carry-over. It is rather obvious that it
can’t be done both ways.
It seems that one of the greatest advantages
and the one particularly appealing to the
stockholders of a closely held corporation is
the so called one-shot election which is used
primarily when there is a prospect of a sub
stantial capital gain on the sale of capital assets
or property used in trade or business. The
main purpose of the one shot election is to
realize a gain, distribute it among the share
holders, then terminate the election in the
ensuing year. The tax costs would then be a
single capital gain tax to the stockholders, plus
the individual tax on whatever ordinary in
come might be realized by the corporation or
probably have the advantage of offsetting a
large capital gain against an operating business
loss.
As is usual there are special problems here
which may arise, particularly where any of
these companies might fall into the category
of a collapsible corporation.
Another reason that many sole proprietors
and partnerships are keenly interested in the
Subchapter S Corporations is that as employees
of a corporation the stockholders are entitled
to all the various forms of compensation
benefits.
5

One of the greatest disadvantages of electing
to become a Subchapter S Corporation arises
in the distribution of “Undistributed Taxable
Income.” If the corporation does not actually
distribute currently all the income which is
taxed to its stockholders, it frequently becomes
a serious problem to pay out this retained in
come free of tax.
One of the main problems involved here is
that this undistributed income belongs to the
stockholder personally, and cannot be trans
ferred with the stock in the event of sale, gift
or death of the stockholder. Any distribution
to the new stockholder which represents his
share of retained income may be taxed as a
dividend, and thus double taxation has re
turned.
There is one way to avoid this distribution
problem, however, and that is by actual dis
tribution of current earnings. This certainly
sounds like the easy solution until you give
some thought to it.
If undistributed income is to be avoided
then distributions must be made during the
current year. Therefore, the company must
know prior to the close of the year what its
profit will be. I believe that this would pose
somewhat of a practical accounting problem
as it is a little difficult to close the books of a
company to arrive at a net profit figure before
the end of the year.
There are many other disadvantages, also,
which may apply in specific cases. The regula
tions provide that only payments in cash may
be considered as distribution of undistributed
income, thereby specifically exempting property
distributions. Any distribution of property
therefore would be deemed as paid out of
accumulated earnings and subject to tax as a
dividend.
Very briefly, we have covered how to qual
ify as a Subchapter S Corporation, how the in
dividual taxpayer treats the income, and a
few of the advantages and disadvantages. At
this point, let us see how we can terminate the
election once we have made it.
Termination of the Subchapter S Corpora
tion may come about in a variety of different
ways both voluntarily and involuntarily.

Although not the preferred method, but the
one least subject to scrutiny by the Commis
sioner is the filing of a formal revocation with
the signed agreement of each stockholder.
There are easier ways than this however.
For example:
Transferring a share to a taxpayer who is
not an individual (or an estate) or
Increasing the number of stockholders to
more than ten, and the easiest, to transfer a
share or shares to an individual who does not
file his consent to the election within the
statutory limitation of 30 days from the date
he becomes a stockholder.
In the event any of these things happen, the
termination is effective at the beginning of
that year, whereas, in the case of a formal
revocation the termination does not become
effective until the following year.
Bear in mind however, that any sale or
transfer must be a bonafide act. Any trans
action between family members will be closely
scrutinized as will the circumstances immedi
ately proceeding and following the sale.
When an election has been terminated, the
corporation loses its right to stipulate that
certain distributions made are from previously
taxed but undistributed income, until all its
available earnings and profits are distributed.
Because termination is usually effective at
the beginning of the taxable year in which a
revocation, a disqualifying act or occurrence
takes place, it becomes rather obvious that
an involuntary termination could be a very
costly situation. Where a corporation has ac
cumulated earings either prior to the election
or during the election years this undistributed
income no longer can be distributed tax free
even though the stockholders have already
paid the tax on this amount.
In the opinion of many in the field of ac
counting, the Subchapter S provision can be
wisely used for particular situations such as
the “one shot” election in the event of large
capital gain. It should be avoided as a tax
“gimmick” for general usage.
The foregoing is taken from a paper presented
at the Western Regional Conference of the Amer
ican Society of Women Accountants held in April
1961 at Phoenix, Arizona.
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Report Writing
By: Hazel Brauch
Monsanto Chemical Co.
St. Louis, Missouri

This discussion of report writing will at
tempt to cover the basic elements of general
report writing and the trends that have oc
curred in the field within recent years. It will
not attempt to get into the field of specialized
report writing as exemplified by public ac
counting, educational accounting, small busi
ness and large corporation reports.

appendix or bibliography which will be in
valuable not only to the reader, but also to
others who may later work on the report.
One of the basic steps in gathering material
is to determine the sources of information
which may be primary: from your own obser
vation and interviews, from your own experi
mentation such as questionnaires, or the
information may be secondary from docu
ments, records or printed material. There are
limitations on research because of time, ac
cessibility of data, because of lack of experi
ence of the researcher and one that often
comes to the fore, money.
After you have the information, synthesize
what is pertinent. Discard duplications, in
significant or unadaptable data. But above
all, strive for unity of thought and purpose.
In writing a report, create a technique.
Develop the report so that it can be easily
and rapidly read. Use sub-titles, topic sen
tences, clear, crisp paragraphs and good Eng
lish-English so good it will be understood,
not misunderstood.
Be objective, be neat, attractive. Reflect
good taste. And perhaps this may seem odd
to you for a report, but be graceful. Say
what you want to say as briefly as you can in
the spirit in which you want to say it.
As far as the mechanics of report writing are
concerned, remember that the liberal use of
white space makes a better display. Your
specifications generally will be the 8½ by 11"
report. Whether to single or double space
the report will be determined by the taste of
the person for whom the report is being pre
pared. Use properly such mechanical aids as
captions, subcaptions, margin subheads, space,
capitals, illustrations and color.
Know that the basic format of a good report
usually consists of:
1. Title page—which is self-explanatory.
2. Letter of Transmittal—should indicate for
whom the report is being prepared, the
purpose and scope of the report and the
length of time allotted to its preparation.
Should also contain acknowledgments of
help given.
3. Table of Contents—if report is more than
four or five pages long.
4. Summary—may be used by busy people
or if the report is of a highly technical
nature, a synopsis that can be used by
nontechnical people.
5. Text—should express the objective of the

Definition of a Report
The definition of report writing says simply
“A report is a fact channel.” It merely carries
the facts and, in this respect, differs from the
letter which works for action. The report may
form the basis for action, but of itself it does
not seek action.

Basic Elements of a Report
To write a report, one of the basic elements
is to have an understanding of the subject.
Confer with the person for whom you are
preparing the report. Have a definite under
standing of its contents. Be sure to listen, not
only with your ears, but most important, with
your mind.
Then, determine the type of report you will
prepare. It may be either a periodic report,
monthly, quarterly, annually; or a progressive
report, covering a period of time such as six
months or a year. The purpose of both of
these reports is to inform and they are generally
prepared from records easily accessible.
Other types of reports are the investiga
tion or research report; the recommendation
report, which incidentally, is the only type
of report where the person making the report
may express an opinion. Ordinarily, the report
should be objective. The other category of
reports is the statistical report which is also
prepared from records and information gener
ally readily accessible.
The next step in writing a report is to map
a campaign; in other words, outline. Many
people dread the word “outline”: yet it simply
means organizing material in a logical se
quence. For example, the report may have an
introduction which gives the purpose and scope
of the report plus the methods used to develop
the material. It may then arrive at a conclu
sion to be used as a basis for action. These
first two parts of the report may be used by
the busy executive who does not wish to go
further into the subject. Next, you may decide
to put the body or technical part of the report
which will probably be used only by techni
cal people. Finally, you may want to put the
7

that every good report should be presented on
only one sheet of paper. This idea, which
gained widespread circulation, was that any
thing worth saying could be said on one page
of paper. But recently, there has come a reali
zation that in one instance a hundred words
on one sheet of paper may be much too long
for the subject being discussed, while in an
other instance a paper covering fifteen hundred
words is concise because of the nature of the
subject involved, or because of the person for
whom the paper is being written.
This trend can be expressed simply in the
rule that you should remember the person for
whom the report is being written. He may
prefer the sharp, staccato of “Sales up 10 %”
while someone else may like the smooth,
melodious “Sales are up from $300,000 in
1959 to $330,000 in 1960 or $30,000, a gain
of 10%.”
Good Report?
Since we now know some of the basic ele
ments of report writing and the trends that
have recently taken place in the field, perhaps
we should discuss how you will know if you
have done a good job.
Have you analyzed more profoundly than
others the problem put before you? In other
words, have you dug deeper? Do you know it?
Have you had an original focus of facts
toward a desired purpose: i.e., have you used
your creative ability?
If you are writing a recommendation report,
have you suggested alternative courses of
action of which you have thought out the
foreseeable consequences?
Have you maintained your integrity, been
objective, intellectually honest, fair and
broadminded?
Have you used your imagination?
Have you answered all pertinent questions
likely to arise?
But most important—does your report read
as though a human being wrote it?
Footnote
Now perhaps you remember that we com
mented that one of the important advantages
of a footnote is that it serves as a protection
against charges of plagiarism. So right now,
we would like to add a footnote that our
sources of information for this paper were:
1. Royal Bank of Canada Monthly Letters
2. “Effective Communication in Business”
Robert R. Aurner
3. “The Technique of Clear Writing”
Robert Gunning
4. “Introduction to American Business''
David J. Schwartz, Jr.
Walter Kay Smart
5. “Business Letters”
Louis William McKelvey

report and the plan of procedure that
was used. The text should also contain
footnotes which serve three important
purposes. They can be used by subse
quent workers on the project thus elimina
ting duplication of effort. They may also
be used for explanation and amplification
purposes and will serve as a protection
against plagiarism charges.
6. Appendix—may contain tables, charts,
maps and other illustrative material.
7. Bibliography—listing the sources of in
formation.
Informalizing the Report
Having considered the basic elements and
format of a report, it is apparent that a report
can be very stilted and unwieldy, leading
to lack of interest on the reader’s part. There
fore, one major trend has been to informalize
the report.
Some of the methods that have been de
vised to informalize a report are:
Keep sentences short. No doubt, when you
were in school, you had to read writers such
as Thackeray, Scott and Dickens whom you
remember as writing very long sentences. Yet,
these authors have withstood the test of time
due partly to the fact that they generally wrote
short sentences, as has been proved by a read
ing survey organization.
Prefer the simple to the complex. Remember
that simplicity is the outward sign of depth
of thought. If someone expresses a thought on
a difficult subject very concisely, you know he
has given it much consideration.
Avoid unnecessary words. Einstein was able
to project his theory to other men in spite of
its complexity because he was able to find the
words that they could understand. But an
other man, Willard Gibbs, who made many
brilliant discoveries so obscured them in a mass
of words that people did not know he had
made these findings.
Another method of informalizing a report
is to put action in your verbs and concreteness
in your nouns. Prefer the familiar word. Do
not say “sesquipedalian” when you mean a
user of big words. To put it another way, be
yourself.
Use terms your reader can picture. Don’t
say the “Triple A” building when you mean
the employee’s store, unless your reader knows
what the “Triple A” building is. In other
words, tie in with your reader’s experience.
Make full use of variety, using among other
things, pie charts, color, and originality in
presentation. And finally, in informalizing your
report, write simply to express, not impress.
Another Trend
A second major trend in report writing has
been a shifting from the hard and fast rule
8

“What Is the True Cost of Your Retirement Plan?”
By: Marietta E. Eason, A.C.A.
Bernard R. Meidinger and Associates
Louisville, Kentucky

Almost every employer provides some
form of a retirement program today for their
key (or all) employees or are considering
adopting one. Then the question arises “What
will be the cost?” There are two basic methods
which are commonly referred to as Insured
Plans and Trusteed Plans. There are several
different types of Insured Plans and various
combinations of Insured and Trusteed Plans
now in use. Whenever one decides to install
a plan, one must establish formal or informal
specifications so that costs can be compared.
The true cost of a pension plan is not com
monly understood. Pension costs are actuarial
matters and actuarial talent is seldom found
within the purchasing department of a Com
pany large or small. Therefore an understand
ing of what are true costs of a retirement
plan must be clearly stated. The true cost of
a retirement plan will be equal to the sum
of:
A. The Benefits actually paid under the Plan
Plus
B. The Expenses incidental to the operation
of the Plan
Less
C. Interest earnings and capital gains on
the Retirement Fund.
What you as an employer are currently pay
ing or thinking about paying towards a retire
ment program is an “Advance Installment” on
an estimate of the true cost, based on the
premium rates of an insured company or
actuarial information. The true cost of the
plan will not be known until the last retired
person has died and the final expenses paid.
In speaking of establishing specifications we
include how much the monthly retirement in
come will be, when payments will be due, and
whether or not death benefits and disability
benefits will be included.
After a decision has been reached that the
company will install a retirement program, then
the question arises, “What funding medium
shall we use?” The two primary methods are
Insured and Trusteed Plans. Among the In
sured Plan, there are three basic methods. They
are as follows:
I. Individual Policies: Here we establish a
trust and a purchase of an individual in
surance policy (usually some retirement
income or annuity contract) for each in
dividual covered. The annual contribution
of the employer is the amount required
each year from the date the employee

first enters the Plan until his normal re
tirement date to pay for the pension called
by the Plan. Future increases are pro
vided for the employee by purchasing
additional contracts.
This method is the most expensive of the
Insured Plans.
2. Group Annuity Contracts: Under what is
commonly referred to as a true group an
nuity contract, all employer contributions
are applied as received to purchase unit
of pension income (as credit under the
pension formula) payable at an employ
ee’s retirement date. Prior accrued income
of the installation date is provided by pur
chasing for each employee a paid up pen
sion income based upon the premium rates
contained in the group contract, and the
employee’s attained age and sex. The
basic characteristic of this type of con
tract is that the premiums required for a
given unit of income to be purchased each
year will increase as the employee grows
older.
3. Deposit Administration Contracts: Under
a deposit administration contract the in
surance company will maintain two funds.
One fund will be a pooled account with
out the allocation of funds to individual
employees, commonly referred to as the
Active Life Fund. The second fund will
consist of annuities purchased for retired
employees and is often referred to as The
Retired Life Fund.

Trust Funds
Under a trusteed plan, contributions of the
employer are paid to a corporate trustee under
the terms of a trust agreement. The appointed
trustee holds and invests such payments as a
separate fund without allocation to individual
employees active or retired. The amount of
the employer’s contribution is determined by
the employer’s actuary. Increases in the value
of the trust fund, in addition to the employer’s
contribution, consist of actual capital gains,
dividends and interest with all such gains taken
into consideration once each year by the
actuary in his actuarial valuation of the assets
and liabilities of the program. The employer
in conjunction with the actuary would estab
lish the assumptions made with respect to in
terest, mortality, employee turnover, etc., and
the method of computation of contributions to
be adapted.
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The responsibility for the investment of the
trust fund can rest with the trustee, with an
investment committee appointed by the em
ployer, with independent investment counsel
or be handled in any other manner which
might be decided upon by the mutual agree
ment of the employer and the trustee. Experi
ence more favorable than that assumed by the
actuary in determining the amount of contri
butions would be applied as gains to reduce
the future contributions of the employer. The
employer would retain the right to change the
trustee at any time and could amend the Plan
at his discretion. In the event of the termi
nation of the Plan, the disposition of the funds
would be determined by the applicable pro
visions of the Plan.
Pensions are paid directly from the trust
fund by the trustee at the direction of the
employer or a retirement committee appointed
by the employer. The amount of pension is
generally computed and certified to by the
employer’s actuary.
Expenses incurred in the operation of the
Plan may be paid from the trust fund or di
rectly by the employer. Expenses incurred
generally will be limited to the fees of the
trustee, actuary and legal counsel at the time
the Plan is installed.

Combination Plans
It is possible to combine some types of in
sured plans with a trusteed plan. This generally
is accomplished by creating a trust fund and
investing only a part of the contributions with
an insurance company. Insurance contracts
most frequently used for this purpose are
individual or group ordinary life policies and
deposit administration contracts. Although the
term “split funding” is sometimes used to
describe both arrangements, it is most often
used to mean the combination of a trust fund
with a deposit administration contract. Ordi
nary life coverages (or group term insurance
contracts) are often used when the Plan is
to provide death benefits for beneficiaries of
employees who die prior to retirement. The
basic characteristics of the particular insured
plan and the trusteed plan are combined in
this approach. With proper selection of type
and form of insurance contract and sound de
sign, however, the combination plan can be
administered very similarly to a fully trusteed
plan. Funds held by the insurance company
for investment, in such cases, are often con
sidered as comparable in purpose to the fixed
income segment of the investment portfolio of
a fully trusteed plan. The combined plan, how
ever, will reflect differences in expenses, yield,
flexibility, etc.
Many employers do not fully understand
the various funding media available and
10

make their purchase with considerably less
knowledge of products and cost than they
would insist upon in other phases of their
business operations requiring substantially
smaller expenditures of money. Others look at
only one type of funding medium without
investigating others, and not being satisfied,
deprive themselves of the benefits of installing
a Plan or the possible economies of changing
to another method of providing benefits.
As an Employer, which medium of funding
shall I employ? There are various methods of
determining costs to provide desired pension
benefits. One solution would be to employ
the services of a qualified independent firm
of actuaries and employee benefit consultants.
This can save an employer time and money
and give him assurance that facts and figures
will be impartially presented. An employer
would do well to be armed with the following
check list as he analyzes the variety of funding
media at his disposal.
(1) Rate of Contribution: Since the true
or ultimate costs of a Pension Plan will not
be known until the last pensioner has died
and the last expenses paid, it is necessary to
estimate in advance what the true costs are
likely to be so that the employer can cur
rently make contributions in advance to
wards these costs. An employer should be
aware of the fact that there are a number
of different ways to compute advance con
tributions. Therefore, any cost comparisons
must be prepared using the same method of
computation.
(2) Expenses: Expenses mean expenses
incurred which are incidental to the opera
tion of the Plan. In any cost comparison
between the various methods which may be
used to invest the Pension Fund, the bene
fits should first be established and be the
same for each funding medium, thereby
isolating the variables of expenses and yield.
An employer in examining which method
should be used to provide pension benefits
should be aware of the following types of
expenses since they will vary from one type
of funding medium to another.

Insured
Trusteed
A. Commissions
A. Actuarial Fees
B. State Premium
B. Administrative
Taxes (if any)
Fees
C. Federal Income C. Investment Fees
Taxes (depend
ing upon treatof the particular
Insurance Co.)
These expense items have a direct and im
portant bearing on the long run cost of a
retirement plan to the employer. It is ap
parent from this true cost formula that if

Administration Contract and $4.3 million
under the Individual Contracts. This com
parison does not take into consideration
differences in the investment yield that
would occur in actual practice.
(3) Yield: Probably no element making
up the true cost of a Pension Plan is more
significant than the yield or rate of return
earned on the pension fund. Yield will vary
between insurance companies, as well as
between individual insurance companies and
trustees. With respect to the differences be
tween insurance companies and trustees, any
difference in a large part can be attributed
to investment restrictions of each institution.
For example, an insurance company can
invest only a very small portion of its as
sets in common stocks whereas corporate
trustees usually have no such restriction.
Recent statistics on a national basis indicate
that an average of some 25% of trust funds
today are invested in common stocks. The
dramatic effect which the rate of return on
the pension fund can have on the cost of the
Plan to the employer can clearly be seen
when it is realized that a ½ of 1 % increase
in investment return can result in a reduction
of approximately 12% in the true cost of a
Pension Plan.
Many employers experience some con
fusion in analyzing yield under true group
deferred annuity contracts and deposit ad
ministration contracts. This is caused no
doubt by the existence of two interest rates.
The two interest rates are the so called
“guaranteed” rate and the “interest cred
ited” rate. The guaranteed rate is the
minimum contract interest rate; usually
guaranteed for the first five contract years
only. The interest credited rate is the rate
credited by the insurance company to what
might be called an “experience fund” or
“cost accounting fund” which is established
for each contract or class of contracts to
determine when and how much of a dividend
should be paid. The latter interest rate re
flects the insurance company’s overall in
vestment experience for the year and is not
guaranteed. With but few, if any, exceptions
the interest credit rate will be higher than
the guaranteed interest rate. Few em
ployers would adopt a group annuity con
tract of any type, if they did not expect
the actual interest credited to exceed the
guaranteed rate. Direct employer realization
of the interest rate credited to his contractin the form of reduced costs—will not occur
until the Insurance Company declares and
pays a dividend.
(4) Guarantees: As between insured plans
and trusteed plans, there is probably no
area of greater confusion than the matter of

benefits and yield are the same in any
comparison of funding media, the only
variable remaining for examination would
be the expenses involved in the operation of
each type of funding medium.
What effect will the expenses have on
the long range true cost of a pension pro
gram? A recent study examined the long
range cost of a Trust Fund, Deposit Ad
ministration Contract and Individual Re
tirement Annuity Contracts assuming that
benefits and yield under each are the same.
In the case of benefits, it was assumed that
each plan provided a monthly life annuity
of $100 per month payable at age 65. The
study included 564 employees ranging in
age from 30 to 64. For the purpose of this
study, it was assumed that the hypothetical
company hired no new employees and that
deaths of covered employees occurred in
accordance with the 1951 Group Annuity
Table. Some recognition was made of ex
pected terminations for reasons other than
death through the use of modest withdrawal
rates. These assumptions in turn permitted
the assumption that 10 employees would
reach age 65 and retire each year. In the
case of the insured plans, allowances were
made for dividends and for other credits
occurring upon termination of employment.
It was assumed that the Deposit Adminis
tration Contract and the Trusteed Plan
earned the same net yield of 3½%.
CONTRIBUTION

$121,494
COMPARISON

$ 86,780
$ 80,931

Trusteed
Plan

De posit
Administration
Contract

Individual
Retirement
Annuity
Contracts

The above chart shows the end results of
this study in the form of the average annual
company contribution under each of the
three funding media examined. The period
of time involved was a 35 year period, at
the end of which complete provision has
been made for the last employee then
reaching age 65 and retiring on a monthly
life annuity of $100 per month. Over the 35
year period, the employer would have con
tributed a total of $2.8 million under the
Trusteed Plan, $3 million under the Deposit
11

“guarantees.” No contractual guarantees are
requirements of the Code and Regulations,
provided by the trustee of a trust fund,
beyond this an employer will have varying
whereas insurance companies do provide
degrees of discretion depending upon
certain minimum guarantees with respect to
whether the Fund is invested with an insur
principal, premium rates and interest. How
ance company or trustee. For example, it
ever, even among the various forms of in
is obvious that the use of an insured Plan
sured plans there will be a difference as to
makes impossible any control on the part
the extent of the guarantees offered. In the
of the employer in determining the invest
final analysis, only the employer is fully
ment of the pension fund. Likewise, any
capable of guaranteeing the benefits. If he
amendment to the Plan must be approved
is not financially capable of continuing the
by an insurance company if benefits or
Plan, neither a trustee nor an insurance
other provisions are changed. Whereas the
company will pay the benefits.
employer alone under a trusteed plan, may
(5) Net Outlay Requirements: The term
amend the Plan so far as benefits and ad
“outlay” means the amount of advance con
ministrative provisions are concerned. Final
tribution being made towards actuarial esti
ly, the right of an employer to change the
mates of what the true cost of the pension
method of investing funds is a matter which
should be considered, since under certain
plan is likely to be. Of the various funding
media, some enable a more realistic ap
types of insured plans, the right to with
proach to estimating true costs of the plan.
draw funds is either restricted or prohibited.
For example, only under trusteed plans and
These are some of the many items which
insured deposit administration plans is it
an employer should consider in examining
possible to anticipate in advance employee
his choice of the method to be used to
turnover or future increases in employee
finance a pension program. It goes without
earnings. Thus, current contributions, or
saying than an employer wishing to do a
outlay, may be too high under individual
thorough job of cost analysis will need pro
policy or group annuity plans since it is
fessional advice and independent counsel.
not possible to make any advance discount
for expected terminations of employment. To Conclusion
the extent increases in pensions due to
A business decision is only as good as the
expected increases in employee earnings facts and other information which serve as
are not recognized in the computation of the basis for the decision. Incomplete or
the current contribution or outlay, too little garbled facts can cause wrong and costly de
money may be going into the Plan.
cisions to be made in the choice of method to
This matter of establishing assumptions provide pension benefits as in any other busi
as to future experience is important in an ness decision. While the field of pension plan
other respect. Any comparisons of deposit ning may well be foreign to the average
administration and trusteed plans must, of business executive, it need not be.
course, make certain that the same assump
The cost structure and operation of a pen
tions are used. There is great potential sion program are not difficult to understand
danger in the comparison of various insur and can be made a part of management knowl
ance proposals by the nontechnician.
edge as easily or even more easily than other
(6) Flexibility: The degree of control technical or complex phases of today’s modern
which the employer alone exercises in the business operation. Increased management
amendment of the Plan, the administration knowledge of the technicalities of pension
of the Plan, and the investment of the fund funding combined with the professional services
is flexible. Although every pension plan, of independent consultants and actuaries
if it is to be qualified with the Treasury De should assure the proper selection of a funding
partment, must be operated to meet the medium.
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A

CRITICAL LOOK AT LEASE FI
NANCING, by Donald R. Grant. Control
ler, June, 1961. Vol. XXIX-No. 6-p. 274
and following.

In an effort to set forth what lease financing
really is, the author compares the conditions
which exist when capital is obtained through
a lease arrangement, with those resulting from
the issue of stock, or from direct borrowing.
He finds little or no similarity between lease
financing and the issue of stock, but many
conditions similar to those resulting from the
assumption of a direct debt obligation. It is
hard to imagine lease terms which provide for
the payment of rents at the discretion of the
board, as is true with returns paid to stock
holders. Payments due under the terms of a
lease are legally enforceable obligations, just
as those which may be required under the
terms of a bond indenture.
Banks, insurance companies, pension funds
and other institutional investors are now the
main sources of securing capital through
leases; such investors formerly dealt only in
senior securities which offered the minimum
risk. This is further evidence that the lease is
ranked as a credit obligation.
While urging that lease financing should be
used whenever it is financially defensible to do
so, the author sets out three criteria to be
followed in making such decisions—

will justify its higher cost? Since the lease
may not be revealed on the statement, the
“balance sheet advantage” is often cited. This
advantage is more theoretical than real, for
lenders will usually take such contracts into
account in determining the total debt obliga
tion. Sound management should impose its
own limitations on the debt to be assumed,
whether as direct obligation or through leasing.
The writer concludes that lease financing
is a valid form, but should be used only when
it can be justified in comparison with other
forms that may be available.
Note—The writer of this article is currently
serving on the Project Advisory Committee
on Long-Term Leases of the American Insti
tute of Certified Public Accountants.

APPRAISING FACTORING FOR A CLIENT,
By David G. Foulk. Journal of Accountancy,
August, 1961 - Vol. 112, No. 2 - pp. 41-46
Factoring, as a means of financing, offers
definite advantages when used under proper
conditions. The normal factoring contract pro
vides for the purchase of receivables, without
recourse, as soon as merchandise is shipped to
the customer. The factor will, of course, have
investigated and approved the credit rating
of the customers involved. The cash made
available by the discount of the receivables
may be drawn immediately, or left until such
time as the funds are needed. Interest is
charged only on the funds actually used.
Factors usually consider both the inter
mediate and long-term needs of the client,
and loans may be arranged to allow for ex
pansion of plant and machinery. It is not
unusual for the factor and the bank to work
together in providing the total funds required
for the operation.
The services of top-calibre credit executives
on the factor’s staff are made available to the
client; thus it is often possible to sell to cus
tomers who might otherwise be turned down
for credit reasons.
The factor’s charges usually consist of a basic
interest charge of 6 per cent per year assessed
on a daily basis on the money actually used,
plus a service charge, which may be a percent
age of the net sales, or of total volume, or risk
and amount of detail work involved. As off
sets to such costs should be considered the
flexibility of cash position, as well as the ad
vantage of being relieved not only of credit
(Continued on page 14)

(1) Does lease financing offer cost saving
over direct borrowing? Investors usually expect
a higher return on funds advanced on a lease,
as compared to a direct loan, but there may
be tax advantages which more than com
pensate for this increased cost. For instance,
on “cost-plus” government contracts it may be
possible to arrange the lease terms so the
entire cost of the leasing equipment may be
charged to the government. If the same equip
ment were owned, it would be necessary to
depreciate it over the normal life.
(2) Is the amount needed available under
lease financing, while an equivalent amount
would not be available on a direct loan basis?
It is an error to conclude that leasing is re
stricted to those who have exhausted all other
forms of credit. A manufacturer, for example,
may be willing to offer a lease agreement to
a customer, whose credit rating does not justify
the debt involved. He is willing to assume the
risk in order to make the sale.
(3) Does such financing offer some com
pensating advantage which management feels
13

TAX NEWS

LOUISE A. SALLMANN, C.P.A.

Practically all of the better known tax pub
lications have been carrying banner headlines
these past two months similar to “MAJOR
TAX BILL IN 1961 DOUBTFUL.” This is
very disconcerting to those who have been
carefully watching the releases on the tenta
tive decisions of the House Ways and Means
Committee. It is the opinion of the Senate’s
committee chairmen that the bill will not be
passed by the House and reach the Senate
in time to be acted on this year. The Congress
will probably find justification in setting back
effective dates to January 1, 1962, although
dates of enaction may well be in the following
June or July.
In past years major tax revision bills have
been enacted six to seven months subsequent
to effective dates and taxpayers and/or their
advisors have found themselves trying to “lock
the barn door after the horse is stolen.” It
behooves all of us, therefore, to be prepared
by anticipating the ultimate passage of the
Committee’s proposals.
Proposals of the Committee, still in the
tentative stage, are as follows:
Withholding on Dividends and InterestTax will be withheld at the rate of 16 2/3%.
An individual who reasonably expects that he
will owe no tax may file an exemption certif
icate with the payor annually. This system
will not apply to coupon bonds but a refund
may be obtained. School savings accounts will
be exempt and tax-exempt organizations may
obtain quarterly refunds or offset against
amounts due the Treasury Department on
employees’ withholding.
Depreciable Business Property—No change
on real property but personal property when
sold at a gain would have such gain taxed at
ordinary income rates to the extent of de
preciation taken and as capital gain to the
extent that the gain exceeded the cost of the
property. A taxpayer would be given the right
to change his method of computing deprecia
tion without obtaining the consent of the
Treasury. Gifts to charity will be valued at
cost less depreciation taken subsequent to
December 31, 1960.
Business Expenses (the January 1, 1962
effective date on this one is definitely not ex
pected to be deferred). No deduction would be
allowed for entertainment expense except to
the extent that the taxpayer establishes that
such expenditures were directly related to the
production of income and were not merely for
the creation of good will. Adequate records
of the amount of such expenses would be re14

quired, thus overruling the “Cohan Rule.”
There are, however, several exceptions
anticipated:

(1) A reasonable allowance for food and
beverages furnished to an individual under
circumstances which are conducive to a busi
ness discussion.
(2) Expenses treated as compensation to
an employee, or for his entertainment.
(3) Expenses for goods, services, and
facilities made available to the general public
without charge.
(4) Expenses which constitute reimbursed
expenses, which would prevent the disallow
ance of a single expense to more than one
taxpayer.
(5) Expenses incident to stockholders’ meet
ings, etc.
Club dues and fees—Amounts paid to social,
athletic or sporting clubs, etc., would be com
pletely disallowed.
Business gifts—Disallow deductions for busi
ness gifts in excess of $25.00 per year to the
same individual, directly or indirectly.
Travel expenses—The amount of meals and
lodging allowable as travel expenses will be
limited to a reasonable amount (probably
based upon 125% of the Federal employee
allowance).
Other proposals which will not be discussed
in detail in this article have to do with various
forms of foreign income, cooperatives, mutual
fire and casualty companies, credit for invest
ment in tangible personal property.
In addition to the various proposals of the
Committee, there are a number of bills await
ing Presidential action and others which have
been introduced in the House and/or Senate
which are of less general import.
“MAJOR TAX BILL IN 1961 DOUBT
FUL?” “MAJOR TAX BILL IN 1962-A
CERTAINTY!”

(Continued from page 13)
losses but also of the costs of maintaining
credit and collection departments.
The accountant can greatly assist in deter
mining the capital requirement, both for work
ing capital needs and for fixed assets.
Factoring will usually be advantageous to
firms which are expanding rapidly on limited
capital, or which sell to customers involving
unusual credit risks, or those with seasonal
requirements for the build-up of inventories.

Comment and Idea Exchange
MARION E. DAVIS

Orpha B. Russell in her article on Cost
Accounting for Construction of Refineries and
Auxiliary Facilities (August 1961) took us on
a grand tour of the construction business. I
enjoyed the plant visitation from beginning
to end and particularly her comparison of the
general ledger to the “tool shed.”
Cost records are certainly invaluable to this
type of business and in constant use by those
companies anxious for efficient operations.
—But how many companies fail to make
use of vital information recorded on their
books? How many accountants overlook re
porting to management on the facts behind
the figures? Are we submitting reports just
to be reporting?
Julianna Royal in her article The Account
ants’ Responsibility to Management (August
1961) has divided accountants into two types:
Those who are or will be considered part of
the executive group who make decisions by
which a business is run, and those who are
technicians supplying information to the
executive group.
Which would you rather be?

Two million dollars a day are being em
bezzled from U. S. business firms by employ
ees, according to the Fidelity and Deposit
Company of Maryland and business control
analyst Roy C. Taylor, of Akron, Ohio. Each
year, about a million persons succumb to the
temptation of stealing from their employers.
An internal control system brought to a
point of efficiency, where it commands the re
quired degree of respect and is operating at
a reasonable level of expense, is of major im
portance to any business.

“Merger”—a form of musical chairs in which
one or more executives is left without a seat.
—Administrative Management

“Deferred Compensation”—gone today but
here tomorrow!
—Administrative Management

CHANGES-CHANGES-CHANGES

Well over 100 changes in state unemploy
ment insurance laws have been enacted since
the first of the year, relates the Commerce
Clearing House of Chicago, publishers of
authoritative reports on tax and business law.
Are you up to date on the changes in your
state?

INTERNAL CONTROL?

STATEMENT REQUIRED BY THE ACT OF AUGUST 24, 1912, AS AMENDED BY THE ACTS OF
MARCH 3, 1933, JULY 2, 1946, AND JUNE 11, 1960 (74 STAT. 208), SHOWING
THE OWNERSHIP, MANAGEMENT, AND CIRCULATION OF
THE WOMAN C.P.A., published bi-monthly—Dec.-Feb.-Apr.-June-Aug. and October at Chicago,
Illinois, and at additional mailing offices for October 1, 1961.

The names and addresses of the publisher, editor, managing editor, and business managers are:
Publisher, American Woman’s Society of Certified Public Accountants and American Society of
Women Accountants, 327 South LaSalle Street, Chicago 4, Illinois. (Both incorporated not for profit.)
Editor: Marguerite Reimers, 418 E. Loretta Place, Seattle 2, Wash.
Business manager: Beatrice C. Langley, 327 S. LaSalle St., Chicago 4, Illinois.
2.
The owner is :
American Woman’s Society of Certified Public Accountants, 327 S. LaSalle Street, Chicago 4, Ill.
American Society of Women Accountants, 327 S. LaSalle Street, Chicago 4, Ill.
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of total amount of bonds, mortgages, or other securities are: None.
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books of the company as trustee or in any other fiduciary relation, the name of the person or corporation
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The IAS Student
Particularly in the field of adult edu
cation, a school is dependent for its

good name upon the accomplishments

are married and hold responsible office
jobs. Many are college graduates; 14,817 college graduates enrolled with
IAS during the ten years 1951-60.

of its students. We are proud of the

continuing success of thousands of IAS

students both in business and in public
accounting practice. The chief purpose
of this message is to acknowledge their

achievements with respect and ap

The very fact that a man has com
pleted a comprehensive home-study
course indicates ambition, self-reliance,
willingness to work hard, and self-dis
cipline. Sincerity of purpose is clearly
demonstrated in that each student pays
his own fee.

preciation.
For one example, more than 3,400 of
those who passed CPA examinations
during the ten years 1951-60 had ob
tained all or a part of their accounting
training from IAS.
IAS students in general are excep
tionally well qualified to pursue effec
tively a study program designed for
adult education. They are mature; a
recent survey showed an age range of
18 to 59, an average of 31 years. Most

Qualities like these are not common
today. That IAS men and women stu
dents possess them to a marked degree
helps to explain why so many of our
former students are found among the
leading accountants throughout the
United States and Canada.
The school’s 24-page Catalogue A is
available free upon request. Address
your card or letter to the Secretary,
IAS . . .
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